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INTRODUCTION CHAPTER 1

A. OVERVIEW

In environmental enforcement cases, the defendant/respondent may claiman inability to pay
the penalty or environmental expenditure (i.e., contribution to cleanup costs) sought by the U.S.
Environmental Protection Agency (EPA). Under the goal of fair and equitable treatment of the
regulated community, EPA policy states that the ability of violators to pay should be considered
when determining penalty amounts.! Inability to pay is identified as one circumstance of
“compelling public concern” under which an enforcement case may be settled for less than the
economic benefit of noncompliance.”> EPA policy further explains that such settlements are allowed
if “removal of the economic benefit would result in plant closings, bankruptcy, or other extreme
financial burden, and there is an important public interest in allowing the firm to continue in
business.” Nevertheless, if a violator either refuses to comply, has a long history of previous similar
violations, or has committed egregious violations, EPA reserves the right to seek penalties that might
adversely impact a business, or even put it out of business.’

Since the 1980s the ABEL model has helped to evaluate the financial health of corporations.
The Individual Ability to Pay (INDIPAY) Model is the comresponding screening tool to assist
enforcement professionals in evaluating the financial status of individuals. INDIPAY is designed
principally for negotiations, and is generally not intended for use at a trial or in an administrative

' This policy is setforth in U.S. EPA, Policy onCivil Penalties, February 16, 1984, codified as PT. 1-1
in the General Enforcement Policy Compendium (previously codified as GM-21).

*  U.S.EPA, A Framework forStatute-Specific Approaches to Penalty Assessments, February 16, 1984,
Codified as PT. 1-2 in the General Enforcement Policy Compendium (previously codified as GM-22), pp.
12-13.

> Ibid. at p. 23; U.S. EPA, Guidance on Determining a Violator’s Ability to Pay a Civil Penalty,
December 16, 1986, codified as PT. 2-1 in the General Enforcement Policy Compendium (previously
codified as GM-56).
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hearing. Ifthe Agency presents ability to pay testimonyin these settings, it should rely on an expert
to provide an independent financial analysis.*

INDIPAY performs a preliminary evaluation of the financial condition of private individuals.
These individuals may operate businesses as sole proprietorships or partnerships. Gas stations, dry
cleaners, and local landfill operators are all examples of small businesses that frequently are
organized as sole proprietorships or partnerships. Sole proprietorships and partnerships do not pay
any income tax. Instead, the income and expenses generated by the business are paid by the sole
proprietor or partner, who reports the income and expenses on the personal income tax return. The
concept of legal liability for actions taken by a sole proprietorship or partnership parallels this tax
treatment in that the owner or partner is individually liable for the debts of his or her business.
Unlike corporations in which the shareholders’ liabilityis limited to their investment in the firm, the
total financial resources of the individual sole proprietor or partner may be garnished for liabilities
incurred by their business.” Under some circumstances (consult your case attorney), shareholdersin
S corporations should also be evaluated as individuals using INDIPAY.

The financial status of individuals is often difficult for enforcement professionals to evaluate
because standardized reports similar to a corporation’s financial statements or tax return are not
readily available. Both a corporation’s financial statements and tax returns list its assets, liabilities,
income, and expenses. But an individual’s tax return provides only income information.
Occasionally, an individual or sole proprietorship produces a financial report, but these reports are
typically unaudited and hence less reliable. INDIPAY is designed with this consideration in mind,
adapting the ability to pay screeninganalysis to the most reliable source of individual financial data:
the applicant’s federal income tax return. The model also relies on information taken from an
individual financial data request form, which is a questionnaire that the applicant completes to
itemize expenses, assets, and liabilities. You can print a copy of this form from within INDIPAY.

INDIPAY provides a consistent and theoretically sound framework for screening evaluations
of ability to pay cases involving individuals, sole proprietorships, and partnerships. A two-stage

* Forassistance with the selection of an expert onability to pay and financial analysis, EPA staff should

contact Jonathan Libber, the BEN/ABEL coordinator, at 202-564-6011 or libber.jonathan@epa.gov. For
selection of an expert in Superfund and other site remediation cases, contact Tracy Gipson of the Office of
Site Remediation Enforcement’s Regional Support Division at 202-564-4236.

5

INDIPAY can evaluate the ability to pay of partners in both general and limited partnerships. Ina
general partnership, all of the partners owning a business are individually liable for its debts. Thus the
analyst should run INDIPAY for every partner in the firm. However, since limited partnerships have only
one general partner — i.e., the only partnerliable for all the firm’s debts — the analyst should evaluate only
the ability to pay of that one general partner.

° For partnerships and sole proprietorships, the assets and liabilities of the business should be reported
on the individual financial data request form completed by the liable partner(s). The business’s income and
expenses are reported directly on the partners’ income tax returns.
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process applies standard financial principles and analytical techniques for ability to pay
determinations. The optional Phase 1 determines if the applicant’s income does not even reach the
low-income level for the applicant’s household size and county of residence and if the applicant
lacks an significant income source other than wages. Should that be the case, INDIPAY concludes
that the applicant has no ability to pay.

Otherwise, the more data-intensive Phase 2 is necessary, encompassing the applicant’s annual
cash flow, living expenses, debt obligations, assets, and liabilities. Even with the Phase 2 analysis,
however, INDIPAY is still a screening tool that uses a limited amount of information. When the
applicant has very complicated finances, the user should contact the EPA Helpline (§888-ECONSPT),
and at various points INDIPAY may prompt the user to do so. Even for applicants with less complex
finances, using INDIPAY’s results still requires considerable judgment. For instance, analysts must
often evaluate whether an applicant’s living expenses are over- or understated or determine whether
particular assets are available for payment. INDIPAY helps with these judgments, but final
determination of the appropriate penalty or contribution ultimately is a decision only the enforcement
professional can make.

The INDIPAY model, like ABEL, calculates an applicant’s ability to pay a penalty or
contribution levied in the future based upon past income and expense levels. Therefore, if the
applicant indicates that his or her finances will change substantially in the next several years,
INDIPAY may provide an inaccurate ability to pay estimate. In such cases, the user may wish to
contact the EPA Helpline.

B. HOW TO USE THIS MANUAL

This manual provides instructions for using the INDIPAY Model. These instructions
illustrate the model with a hypothetical example and demonstrate a typical model run.

Chapter 2 provides an overview of how to use the model, along with installation instructions.
Chapter 3 covers data entry. Chapter 4 describes the model’s results and output. Appendix A
explains the model’s calculations in more detail.

Help information is available in the program if you need a variable definition, guidance on
information sources, or help with the format required for an input entry. To access help, click the
“Help” button located at the base of each screen or press the F1 key. If you need assistance in
operating the program or understanding the results, contact EPA’s enforcement economics toll-free
helpline at 888-ECONSPT (326-6778) or benabel@indecon.com. For policy questions related to
Superfund, contact Bob Kenney, Office of Site Remediation Enforcement, Policy and Program
Evaluation Division, at 202-564-5127 or kenney.robert@epa.gov. For policy questions related to
other statutes, contact Jonathan Libber, the BEN/ABEL Coordinator, at 202-564-6011, or
libber.jonathan@epa.gov.
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USING THE COMPUTER PROGRAM CHAPTER 2

INDIPAY is an interactive computer program that runs in the Windows™ operating
environment. You can download a copy from: http://es.epa.gov/oeca/models/indipay.html, or
contact the EPA Helpline at 888-ECONSPT for the current address.

Chapter 2 contains five sections. Section A describes the computer program’s structure.
Section B explains the procedures for installing the program on your computer. Section C provides
data format requirements and additional helpful hints for entering data at your computer. Section
D tells you how to calculate and print results. Section E explains how to exit the program and save
files. For an in-depth description of each variable, see Chapter 3. For information on interpreting
INDIPAY s results, see Chapter 4.

A. COMPUTER PROGRAM STRUCTURE

INDIPAY consists of six different sets of screens: main screen/case creation, Phase 1 data
input, Phase 1 analysis, Phase 2 data input screens (five total), Phase 1 ability-to-pay run input, and
Phase 2 ability-to-pay run results/output. In general, you start with the main screen, enter data on
separate screens, return to the main screen, then view (and print) your output from a final screen.
INDIPAY operates like EPA’s BEN, PROJECT, ABEL, and MUNIPAY models and any standard
Windows™ application. Use the mouse or the Tab and Return keys to move between cells and
within a screen. Hold down the Shift key while pressing Tab to return to previous entries. You can
access the help system from anywhere within the model by pressing the F1 key, just as in any
Windows application.

When you first open INDIPAY a blank case screen appears. You can obtain a new screen
at any time by selecting “New” from the File menu, or using the Ctrl+N shortcut. To toggle between
cases, select the appropriate file name under the “Window” menu. You can also save a case in any
folder you specify, with the “.ind” extension.

The first inputs on the case screen are office/agency and analyst name. These values are for
reference only and do not affect the results. On the left side of the screen, INDIPAY asks for the
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applicant’s name, address, city, state, county, and zip code. The section for tax return information
near the center of the screen asks for the number of household members, number of years of tax
returns, and most recent year of tax data available. Clicking a button then takes you to a separate
screen that asks you to specify what types of tax forms the applicant filed for each year.

Below these inputs are buttons for entering data for Phase 1 and 2, as well as performing a
Phase 2 analysis. You must obtain up the three most recent years of the applicant’s federal income
tax returns, which must be signed and dated. To prevent the submission of fraudulent tax returns,
you should obtain a summary of the applicant’s tax returns from the IRS. The applicant can release
the returns to EPA by signing a Form 8821." The applicant must also complete the data request
form, which requests information about an applicant’s living expenses and net worth.

The optional Phase 1 analysis filters out those applicants who lack any ability to pay, based
on a simple income comparison and a check for any significant income sources other than wages.
By contrast, Phase 2 is far more comprehensive. The right side of the case screen is for Phase 2
ability-to-pay run management. Here you can create a new run, enter or edit run data, copy a run,
remove a run, and calculate a run. You can create multiple runs for each case.

The run screen is where you enter the environmental expenditures for which the applicant
is liable. You must enter all the expenditure data before you can run a Phase 2 affordability analysis.
From the run screen you can go to the options screen, which allows you to modify INDIPAY’s
standard values for the run parameters. You will never need to use this screen unless you want to
customize the default settings.

The output screen displays the results of INDIPAY’s calculation, which determines the
applicant’s ability to pay based on two different approaches, and also provides additional background
analysis. Here you have three options. You can print out a summary of the calculation, save the
results as an html file, or return to the run screen.

B. INSTALLATION

INDIPAY requires a personal computer running the Windows operating system (Windows
95 or higher). In addition, for optimal formatting of various data entry screens, set your display in
the control panel to the “small fonts” option. (“Small fonts” is the Windows default, so unless your
display settings have been altered, your computer should be set appropriately.)

INDIPAY is located on the EPA website at http://es.epa.gov/oeca/models/indipay.html, or
contact the EPA Helpline at 888-ECONSPT to obtain the current address. To install INDIPAY first
download the installation file to your computer or network, then run the file. Alternatively, if you
install the model from a CD, run the file “setup.exe” that appears on the CD.

7 Copies of Form 8821 are available from the IRS website: www.irs.gov.
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If you receive a warning message that you cannot copya file because it is in use, simply click
[OK]. It is merely notifying you that the file the installation system is trying to copy already exists
on your computer and is currently open.

The first INDIPAY setup screen will appear, as shown at the top of the following page,
reminding you to close any other software packages open on your computer. If youneed to exit the
INDIPAY installation to close some software, select [Cancel], which will result in a message telling
you that installation is not complete. This option allows you to install the program later. If all of
your software is closed and you wish to proceed with installation, press [Next].

The second setup screen, as shown in the middle of the following page, offers you the
opportunity to designate a folder in which to store the model. You can either accept the default, or
select the [Browse] key and click on the appropriate directory. If the directory in which you wish
to store the model does not exist, place the cursor on the path line and type a name for the new
directory. INDIPAY will automatically create the directory for you. If you wish to return to the
previous screen, press [Back]. If you wish to exit the installation program, press [Cancel]. To
proceed with the installation, press [Next].

The third setup screen, as shown at the bottom of the following page,allows you todesignate
the program folder in which you would like the INDIPAY icon toreside. The default folder that the
model creates for you is “EPA Models.” You may also choose to install the icon to an alternative
folder such as “INDIPAY.” After selecting the appropriate folder, press [Next].

Once you have successfully installed INDIPAY, double-click the model icon to start the
program. Ifyou did not change the default directory and folder, INDIPAY will be listed on the start
menu under programs in the “EPA Models” folder.

After installing the model, you may wish to create a folder for storage of all your case files.

Alternatively, you may choose to save your case files in any pre-existing folders corresponding to
different cases or projects.
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C. DATA ENTRY

Like other Windows™-based programs INDIPAY uses the mouse orthe Enter and Tab keys
to move from entry to entry or from screen to screen. Hold down the Shift key while pressing Tab
to return to previous entries. Each screen has several options and spaces for input.

INDIPAY will accept several entry formats. Numerical values can include but do not require
commas. Monetary values should be entered as whole numbers; they should not contain decimals.
They may be entered with or without dollar signs. Negative dollar amounts should be entered with
a minus sign before the amount, rather than parentheses around the amount; e.g., “-45600” rather
than “(45600).” Rates or percentages should be entered as a decimal number without a percent
symbol (e.g., enter 0.25 to represent 25 percent). If you type “25” for a percentage rate, INDIPAY
will read it as a rate of 2500 percent.

INDIPAY converts all dates to a “1-Jan-2000” format, but can understand almost any
sensible format. If youenter an atypical date format, be sure to check that INDIPAY has interpreted
it as you intended.

Be careful to use only number keys to enter numerical values. A frequent mistake is typing
the lowercase letter L instead of a number 1. Another error occurs when the letter O is typed instead
of the number 0 (zero).

INDIPAY will tell you if the format for an entry is incorrect. If this happens correct the
number and enter it again. Some inputs are limited to a range of values. If an entered value falls out
ofthisrange, INDIPAY will display an error message with the allowable range of values. Other error
messages will appear if you did not enter data in a required field.

After typing your entry you might discover that you have typed an incorrect letter or number.
Typing errors are easy to correct: simply return to the relevant value and type over the mistake.

Like all computer programs, INDIPAY follows the GIGO protocol: “Garbage In, Garbage
Out.” Verifying your data inputs is therefore extremely important. You may do so by examining
them on the screen as well as comparing the written input summary with the applicant’s tax forms
and financial data request form. Most people find that they can perform a better audit by checking
the written summary than they can by checking the input window on the computer screen. For that
reason, the model includes a data printouts, which you can generate by selecting the [Print] button
located at the bottom of the data input screens.

D. CALCULATING AND PRINTING RESULTS

To perform the Phase 1 analysis, click the button for this, located on the lower- middle part
of the main screen.
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To perform a Phase 2 affordability calculation, selectthe desired run title from the liston the
main screen and press [Calculate]. If you have entered data for only one run, you will have onlyone
run to choose.

On the calculate screen, in addition to viewing the results, you can click the [Summary] print
button to print the output or the [Detail] button to print both the output and the data input.

For more information on interpreting results see Chapter 4, as well as the detailed
calculations in Appendix A, or call EPA’s toll-free enforcement economics support helpline at
888-ECONSPT (326-6778).

Although printing is done from the output screen, the printer setup is controlled by the pull-
down menu on the main screen. The printer setup allows you to shift between landscape and portrait
printing, as well as choose more advanced options.

INDIPAY also allows you to save the calculation summary or details by using the print-to-
file option. To do so, click on the [File] button in the lower left hand corner before clicking the
appropriate print button. INDIPAY will ask you to choose a name and directory for the resulting
output file. The data is saved in an html file and can be viewed using a web browser (e.g. Netscape
Navigator™ or Microsoft Explorer™). To switch back to printer mode after printing to a file, click
on the [Printer] button in the lower-left corner.

E. EXITING AND SAVING

Youexit INDIPAY justlike any other standard Windows application. From the main screen,
select Exit under the File pull-down menu at the top left corner of your screen, or click on the [x]
button at the top right corner of your screen, or double-click on the INDIPAY icon at the top left
corner of your screen. INDIPAY will ask you if you want to save your work before you exit.

Be sure to save your case(s) before you exit. Yousave a case by selecting “Save” under the
File menu (or give the case a new name by selecting “Save As...”), or using the Ctrl+S shortcut.
INDIPAY cases are automatically saved with the extension “.ind” and can be accessed using the
“Open” command under the File menu or the Ctrl+O shortcut. You can save cases in any folder, and
switch between different folders at any time. Runs are automatically saved as part of a case.
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DATA REQUIREMENTS CHAPTER 3

INDIPAY evaluates an individual’s ability to pay a specified penalty or environmental
cleanup contribution. The optional Phase 1 completes a quick assessment of the individual’s income
based only on a minimal set of data from federal income tax forms. An applicant with income above
the low-income threshold or with complex personal finances requires a comprehensive Phase 2
ability to pay screening analysis, which requires both the individual’s federal income tax forms and
financial data request form. In some cases, the complexity of the applicant’s finances may exceed
INDIPAY s analytical limits: in such situations, consult the EPA Helpline at 888-ECONSPT.

This chapter provides a screen-by-screen explanation of the model. Section A describes the
main case screen. Section B discusses the entry screen for the optional Phase 1. Sections C and D
describes the procedures for creating a Phase 2 ability-to-pay run. The next chapter explains how
to interpret INDIPAY’s analysis.

A. CASE SCREEN

Upon opening INDIPAY, the main case screen will appear, as shown on the following page.
From the file pull-down menu you can print a copy of the financial data request form. On the
screen’s left-hand side, you enter the office/agency and analyst name: these are for reference
purposes only and do not affect the calculations. They can be any length with letters, spaces,
punctuation, and numbers (although they maynot be left blank). Office/agencyalso provides a pull-
down menu for all ten EPA regions, EPA headquarters, and “other.” The next entries are the
applicant’s name and mailing address. Except for the state and county (which determine the
appropriate income baselines) these entries are for reference purposes only.

Y oumust also enter certain items describing the tax return information: household members,
number of years and most recent year (for tax returns the firm submitted), and then click on the Tax
Return Information] button. This will take you to a separate screen, as shown at the bottom of the
following page, where you specify the applicant’s filing status and tax form for each year. If you
revisit a case after a year has passed and new tax returns have become available, you can increase
the value for number of years and update the value for most recent year.
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B. PHASE 1 DATA

Clicking the [Data] button within the Phase 1 outline on the case screen takes you to the
input screen shown below. You must enter the applicant’s (and spouse’s, if applicable) adjusted
gross income, plus click on any aspects of the applicant’s finances that may be present.

The grid-like format allows you to enter all inputs for all years on a single screen. The input
labels in the left-most column stay the same regardless of the tax form and year. However, the line
reference window at the top of the screen is customized for each item, year, and tax form.

Once you have finished enteringthe Phase 1 data, then you can generate the Phase 1 analysis
by clicking the [Analysis| button within the Phase 1 outline on the case screen. Chapter 4 describes

the Phase 1 analysis in more detail.

i Mr. Ed: Phase 1 Data M=l 3

Line Reference:

From Line 32

Adiusted gross income entry requires numerical value; Applicant Spouse

For other items, check off box if present on tax return. 1999 1998 1997 [ A

Adjusted gross income §82 SDD| $70,900 $97 800

Taxable interest income = $400 I r

Tax-exempt interest income vl [l I

Dividend income greater = $400 r r r

Business income or loss r r r

Capital gain ar loss v r 7

Other gaing or losges r r r

Income or loss from rents| rovalties, partnerships, estates, or trusts I I I~

Farm incaome or loss r r r

IRA deduction claimed - [ N

i | »
Prirt 0k Cancel
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C. PHASE 2 DATA

Performing a Phase 2 ability-to-pay run is more complicated than the Phase 1 screening
assessment. The first step is to enter the data from the applicant’s tax returns and financial data
request form (a blank copy of which you can print from the file pull-down menu on the case screen).
To enter a particular set of data, click on the arrow within the Phase 2 outline, highlight the desired
item, then click the [Go] button on the right. From each data entry screen, you can click [OK] to
save your data, [Print] to print your data, and [Cancel] to exit the screen without saving.

This section explains INDIPAY’s Phase 2 data entry screens in more detail. The following
Section C explains how to set up a run. Then Chapter 4 explains the Phase 2 analysis.

1. Tax Return

The grid-like format of the tax return data entry screen, as shown below, allows you to enter
all inputs for all years on a single screen. If the applicant’s tax return is blank for a particular item,
then leave that item blank in INDIPAY. The input labels in the left-most column stay the same
regardless of the tax form and year. However, the line reference window at the top of the screenis
customized for each item, year, and tax form. Certain items might not be applicable to forms 1040
A and 1040 EZ: leave those items blank in INDIPAY .

+ Mr. Ed: Phaze 2 Tax Return == E

Line Reference:

From Lire 7

Applicant Spouse

1993 15998 1997 A, A, A,
Wiage income G0 000 | 48 400 768,300
Taxable interest incame
Tax-exempt interest income 5000 5 000 5,000
Dividend incorme
Alimaony received
Business income or loss
Capital gain or loss 4 000 4 000 4,000
Other gains or loss B 500
Total IRA distributions
Total pensions or annuities
Farrm incorme or loss
Total social security
Dther income 7000 7000 7,000
Real estate taxes 500 500 500
hortgage and investment interest deduction 1,000 1,000 1,000
Depletion
Depreciationfamortization on business accounts
Taxes paid on rental properties
Depreciation or depletion on rental properties
Total incomedloss from rental properies/rovalties 8500 8500 8,500
Partnership/S corporation income or lass
Estate and trust income or loss

BEERIT imenrma nr lnes hl
1| 3

Frirt | Ok, | Cancel |

[ I»

34 December 2001




2. Household Income

The household income screen appears below. If the household comprises more than the
applicant and spouse, then click the [More Members| button to add additional columns for
additional income-earning household members. The default period for income is yearly, but you can
instead specify quarterly, monthly, or weekly if the applicant has done so on the financial data
request form.

+ Mr. Ed: Phaze 2 Houzehold Income M=l E
Household Members' Income Applicant Spouse

Mame M Ed

Relationship to Applicant self SpOUsE

Age 30

Employer IEc

Years Employed =0

iSross (Pre-Tax) Incorme Feriod
YWages/Salaries fis0,000 Yearly i
males Commissions Yearly d
Investment Income §4,000 Yearly i
Met Business Income &3 ,000 Yearly -
Fental Incame Yearly -
Retirement Income Yearly -
Child Support Yearly M
Alimany Yearly =7
Other §7.000 Yearly =
Muore Meml:uersl Print ] Cancel
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3. Living Expenses

The living expenses screen appears below. The default period is yearly, but you can instead
specify quarterly, monthly, or weekly if the applicant has done so on the financial data request form.

» Mr. Ed: Phaze 2 Living Expenses M=l E
Household Living Expenses =
Expense Arnount Feriod
Fent Yearly -
Horme maintenance 5200 | Monthly -
Trangportation (inc. auto maint.) $50 |Monthly M
Home heating oil, gas, etc. $75 |Monthly M
Electricity §25 (Monthly h
Water & sewer Fa0 | Monthly -
Telephone Fa0 | Monthly -
Food 400 | Monthly -
Clathing, personal care 5200 |Monthly -
e dical £50 (Monthly -
hdartgage payments $1 500 |Monthly -
Car payments 5400 |Monthly -
Credit card interest Yearly -
Educational loan payments Yearly h
Cther debt payments Yearly -
Horme insurance 5300 | Monthly -
Life insurance 5100 | Monthly -
Auto insurance 5100 | Monthly -
Medical insurance Yearly -
Property taxes tE00 | Monthly e
Frirt Ok Cancel

3-6 December 2001




4. Net Worth

The net worth screen appears below. The first column is for descriptive text, and does not
affect the INDIPAY results. The next two columns for assets and liabilities require numerical
entries. Areas that appear in gray do not require data.

» Mr. Ed: Phasze 2 Het Worth M=) 3

Het Worth Assets Liahilities 1=

Bank Accounts - Mame of Bank [l Balance |

First Bank of Localsville §2 500

Localsville Credit Union §1.,000

Investrment Type (stocks bonds, ete.) Market Walue

Enron stock 10

DotGone Inc. stock §1

IBM stock 10,000

Fetirernent Funds and Accounts Market Walue

4071k $20,000

Raoth IRA $12,000

Life Insurance Policies Cash “alue

[none - term insurance only]

“ehicles Used for Commuting Market Walue Loan Balance

Ferrari Testarosa $150 000 f145 000

Yugo §2.000

Other Wehicles Market Walue Loan Balance

=P AN 000 il
Frirt ak Cancel
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5. Additional Information

The additional information screen appears below. Click in the box to the right of any
condition that might apply to the applicant, as indicated on the financial data request form. This
information will not affect the INDIPAY ability-to-pay results, but it will prompt a reminder during
the Phase 2 analysis.

» Mr. Ed: Phase 2 Additional Information

Additional Information [check off box if applicable]

Feaszon to believe financial situation will change during the next year?
Currently selling ar purchasing any real estate?

Froperty held by other personfentity on applicant's bhehalf?

Farty in pending lawsuit (other than this enforcement action)?

Any belongings reposessed in last three years?

ls applicant a Trustee, Executor, or Administrator?

Farticipant or beneficiary of estate or profit-sharing plan?

Declared bankruptcy in last seven years?

Feceie any type of federal aid or public assistance?

<

i (W

Frint k. Cancel
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D. RUN INPUTS

You must create a run before you can perform aPhase 2 ability to pay analysis. To add anew
run, enter the run name under “New Run:” on the case screen and press [Add]. INDIPAY will save
the new run and list it under “Existing Runs.” Runnames can be any length and include any letter,
punctuation, or number. Each case may contain multiple runs.

To copy an existing run, select the run you wish to copy from the list of existing runs and
press [Copy]. A window will appear asking you to enter a name for the new run. No two runs can
have the same name. Enter the new name and press [OK] to save the new run or [Cancel] to delete
it. The copy will contain all of the information from the original. Copies are particularly useful
when making only minor changes in information from run to run, because they can carry over
consistent data.

To remove a run select it from the existing run window and press [Remove]. A window will
appear asking you if you are sure: press [Yes] to confirm the deletion. Remember that INDIPAY
does not have a “trash bin” to hold deleted runs, so you will have no way to retrieve a run once you
have removed it.

To access the run input screen, as shown below on the left, select a run and press
[Enter/Edit], or simply double click on the run name. The onlyrequired entryis the sought penalty
or contribution. Once you have finished with this screen, you can either click [OK] to save yourdata
or click [Options] to view/edit the optional run inputs, as shown below on the right.

i, 50000 run: Optional Inputs

Interest Fate on Loang; 014

w. Mr. Ed: 50000 run Return on Interest-Bearing Assets: |10.0%
Sought Penalty or Contribution: IEDDDEI Weighted-4yverage Smoothing Constant [0.20
] 4 | O ptions | Cancel | Mo, of Years of Considerad Future Cash Flow: |5

Contingency Alowance: |5.0%

L

b axirum Debt Payments as 3 of lncome; |36.0%

OF | Cancel
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1. Interest Rate on Loans

The 14-percent default value is the rate that an applicant would have to pay on a short-term
loan from a commercial lender, such as a bank. Phase 2’s Test A uses this rate as a proxy for the
individual’s opportunity cost of capital to discount the applicant’s available future cash flow into a
present value figure. Phase 2°s Test B uses this rate as a proxy for the interest rate the applicant
would pay for a loan from a commercial lender.

You should change the 14-percent default value only if you are certain that a higher or lower
rate will be necessary for the applicant, or if you have current, more accurate information about the
interest rate for personal loans than the model does. Raising the commercial loan rate will lower the
estimate of the applicant’s ability to fund a payment because it lowers the present value of future
income and makes borrowing more expensive for the applicant. Conversely, lowering the
commercial loan rate raises the applicant’s ability to pay.

2. Return on Interest-Bearing Assets

The rate of return on interest-bearing assets performs two functions. First, to check whether
the applicant is under-valuing interest-bearing assets on the financial data request form, INDIPAY
divides the weighted-average interest and dividend income from the applicant’s tax returns by the
10-percent default value. If the level of interest-bearing assets on the applicant’s financial data
request form is less than INDIPAY’s estimate, it issues a flag alerting the user to this situation.

Second, to check whether the applicant is under-valuing real estate on the financial data
request form, INDIPAY divides the real estate taxes from the applicant’s tax returns by the default
interest rate. If the value of real estate on the applicant’s financial data request form is less then the
model estimate, it issues a flag alerting the user to this situation.

You should change the 10-percent default value only if you are certain that the particular
applicant’s asserts are generating a higher or lower rate. Raising the rate of return will lower the
applicant’s estimated asset base, thus makingthe test even more conservative. Lowering the rate of
return will raise the estimated asset base, and will increase the likelihood that the model will issue
a flag that the applicant is under-valuing assets.

3. Weighted-Average Smoothing Constant

INDIPAY uses the smoothing constant to calculate the weighted average of the applicant’s
income. The 0.3 default value weights the most recent year’s income most heavily, as shown in the
table below, for different years of data.
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Weights for Years of Data Equal to:
Year
(1 = most recent) 3 2 1
1 0.46 0.59 1.00
2 0.32 0.41
3 0.22

The default smoothing constant assumes that the most recent year of income is the most
accurate predictor ofthe applicant’s future earnings potential. Do not adjust the smoothing constant
unless: a) the model issues a flag alerting the user to large variation in total income and a change is
warranted; or, b) you have other information (such as a written explanation from the applicant)
informing you that the most recent federal tax form is not a good proxy for the applicant’s future
income. In that case, you must decide whetherto adjust the smoothing constant, based upon whether
you think the year causing a large variation is a more accurate predictor than the other years.

Raising the smoothing constant weights the most recent year of income more heavily;
lowering it lowers the weight given to the most recent year’s income, simultaneously raising the
weights given to the other years. If, for example, the applicant’s most recent year of income is
significantly higher than the average, and you believe that year is amuch better estimate of future
cash flow than the other years, you may wish to increase the smoothing constant. Alternatively, if
you believe the most recent year is significantly larger than the average because ofan aberration in
income that will not continue in the future, you may wish to lower the smoothing constant, thereby
decreasing the weight of this year’s income in the calculation of total average income (and income
from each source).

4. Number of Years of Considered Future Cash Flow

INDIPAY uses the number of years of considered cash flow to calculate the total amount of
the applicant’s future income considered available to fund a penalty or contribution under Test A,
and to determine the loan repayment period under Test B. The default value is five years, but you
may select between one and four. The model first calculates the applicant’s annual weighted-average
cash flow based on past financial information. Next it projects this cash flow amount into the future
for the number of years of considered cash flow.

You may reduce the five-year default value if the specific case circumstances warrant a
change or if the specific enforcement policy governing the case suggest such a change. Decreasing
the number of years of considered cash flow decreases the applicant’s ability to pay a penalty or
contribution because the model calculates the lump sum of less than five years of future cash flow.
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5. Contingency Allowance

Once INDIPAY totals the applicant’s various living expenses, it adds the five-percent default
value contingency allowance to the total. INDIPAY also adds this same contingency allowance to
the sought penalty or contribution, since this too essentially constitutes an additional living expense.

You can change the contingency allowanceto increase or decrease the “cushion” around the
applicant’s stated living expenses. You can also change the allowance to compensate for perceived
over- or underestimation of the applicant’s stated living expenses. A higher contingency allowance
will decrease the estimation of ability to pay, and a lower allowance will increase ability to pay.

6. Maximum Debt Payments as Percent of Income

Phase 2’s Test B evaluates the applicant’s ability to pay based on the applicant’s debt
payments as a percentage of income. The 36-percent default value for the maximum debt payments
as a percent of income is based upon the criteria that commercial lenders commonly employ.

You should not change the default value unless you have strong reason to believe that the
applicant’s finances are capable of supporting a higher debt burden, or, alternatively, if you believe
that the applicant’s finances are capable of supporting onlya lower debt burden. A higher maximum
percent will increase the estimation of ability to pay, and lower percent will decrease the estimation.
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INTERPRETING OUTPUT CHAPTER 4

The INDIPAY analysis presents a comprehensive summary of an applicant’s financial
condition and quantifies the applicant’s ability to pay a penalty or contribution. This chapter
describes the INDIPAY Model’s output. Section A discusses the optional Phase 1 screening
analysis, which you can view by clicking on the [Analysis] button within the Phase 1 outline on the
left-hand side of the case screen. Section B discusses the Phase 2 ability-to-pay analysis, for which
you must first create a run (as Chapter 3 explains in detail) and then click [Calculate].

A. PHASE 1 ANALYSIS

The Phase 1 analysis, as shown on the following page, will conclude that the applicant has
no ability to pay if the applicant’s weighted-average gross income does not exceed the county- and
household-size-specific low-income level, and if the applicant lacks complex finances. If the
applicant’s income exceeds the low-income level, and/or the applicant’s tax returns indicate complex
finances, INDIPAY will determine thata comprehensive Phase 2 ability-to-pay analysis isnecessary,
and also list the various indicators that apply to the applicant’s’s finances.
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w, M. Ed: Phasze 1 Analysis

= 10] x|

PHASE 1 ANALYSIS

Income Comp atis on

Conduct a comprehensive Phase 2 Ability-to-Pay Analysis:
- The applicant's average income exceeds the 'low income' threshold,
- The applicant has complex personal finances.

Indicators of Complex Finances that Apply to Applicant

$82,154 = Weighted-average gross income
$42.000 = Low-incote level for household size of 2 in MIDDLEZEX - Boston

T az-exempt interest income

Capital gain or loss

Income of loss from tents, rovalties, partnerships, estates, or trusts

— Print

Surnmary | Dretail

% Printer
" File

Diane |
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B. PHASE 2 ABILITY TO PAY CALCULATION

As shown on the following page, INDIPAY ’s Phase 2 ability-to-pay calculation applies two
tests to the sought amount.

Test A, “Cash Flow,” first determines the present value of the applicant’s future cash flow.
Cash flow is calculated as the applicant’s average income (with weights applied to different years
as determined by the smoothing constant), minus living expenses (increased by the contingency
allowance). INDIPAY projects this cash flow out into a future period (as dictated by the number of
years of considered cash flow), then discounts it back to a present value (using the interest rate on
loans). The sum of this cash flow, reduced by the contingency allowance, is the affordable penalty
or contribution under Test A.

Test B, “Debt Capacity,” first determines the maximum affordable annual debt payments,
calculated as the applicant’s average income multiplied by the maximum debt payments as a percent
ofincome. (The default value is 36 percent, and can be modified on the optional run inputs screen.)
The maximum affordable additional debt payments are then equal to the above figure minus current
debt payments. This annual payment amount, aggregated over the repayment period (equal to the
number of years of considered cash flow), is the affordable penalty or contribution under Test B.

These two tests share common inputs and preliminary calculations, but otherwise operate
independently of each other. Their results are not additive. Instead, you should generally use the
lower figure of the two tests, essentially adopting a multiple-constraint approach. That is, if Test A
concludes that the entire sought amount is affordable, but B does not, that means that although the
applicant’s income would still exceed living expenses, debt payments would exceed the limit as a
percent of income. Similarly, if Test B concludes that the entire sought amount is affordable, but
A does not, that means that although the applicant’s debt payments would stay within the limit,
income would fall short of living expenses.

INDIPAY also projects the impact upon the applicant’s financial status. The first column
of figures for each row displays the applicant’s current status before payment of the penalty or
contribution, and the next two columns display the status after payment under Tests A and B.
Income is identical across all three columns, and INDIPAY also shows how the applicant’s income
compares to the county- and household-size-specific median. (Unlike in Phase 1, this comparison
has no impact upon the results.) Living expenses are increased by the contingency percent (whose
defaultvalue is five percent), and then added to this amount is the affordable penalty or contribution.
Available cash flow is simply the difference between income and living expenses. Assets are
identical across all three columns, and then to determine net worth INDIPAY subtracts the
applicant’s liabilities, which reflect the affordable penalty or contribution. Debt payments are
increased by the annualized affordable penalty or contribution, and then divided by the applicant’s
income. (Note that INDIPAY assumes that future debt payments will stay constant but for the
penalty or contribution, a situation that you may want to verify.)
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m. Mr. Ed: Phase 2 Analysiz

PHASE 2 CALCULATION Sought Amount: $50,000

Ahilitsr-to-Pay Test & - Cash Flow

Present walue of 5-years' cash flow (discounted at 14%) $299,172

Affordable penalty/contribution (reduced for 3% contingency) $50,000
Under Test A, the entire sought amount is affordahle.

Ahilitsr-to-Pay Test B - Debt Capacity

Ilaximum affordable annual debt payments (at 36% limit) $31,372

Mlaximum affordable additional debt payments (at 14% interest rate) $0

Affordable penalty/contribution (hased on S-ywear debt repayment) $0
Under Test B, only a portion of the sought amount is affordable.

Impact on Applicant's Financial Status Before After Payment, Using:
Payment Test A TestB
Income (using 0.3 smoothing constant) $BT,144 $iB7,144 $B7,144
124% of 3700080 median jor household of 2 in MIDDLESEY - Boston, MA-NH

Living expenses (w/ 3% contingeney) $64,002 $79,300 $64,008
Available cash flow F23,136 $7.244 $23,136
dasets $345 511 §345 511 $345 511
Liahilities $220,000 $220,000 $220,000
Met worth $128,511 $138,511 $128,511
Anmaal debt payments $22,200 337 364 $22,200
Diebt payments as percent of income 26.2% 42 9%, 26.2%

[esues Affecting Applicant's Ability to Pay (press F1 for further information)

Applicant is Married Filing Separately: verify that you have data for applicant & spouse.
Apphicant reports income sources in addition to wages, salaties, interest, and dividends.
Finarcial Data Bequest Fonm income i = 10% different from latest taxretum.
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The Phase 2 calculation also checks for inconsistencies in the information that the applicant
provides in the tax returns and financial data request form, as well as in the results of Tests A and
B. INDIPAY issues “flags” to alert the user to any such inconsistencies. The following sections
explain these flags in turn.

Applicant is Married Filing Separately: verify that you have data for applicant and spouse.

This flag indicatesan applicant who is married but files a separate tax return from the spouse.
Verify that a) the applicant submits both his or her tax returns and his or her spouse’s tax returns;
and, b) the information provided in the financial data request form reflects the joint finances of the
applicant and spouse.

A common applicant strategy is to claim that a spouse’s finances are irrelevant to
environmental liabilities. Some applicants even assert that the spouse owns all the assets, yetclaim
all of the liabilities in the applicant’s name. The legality of the spouse’s responsibility for such
assets and liabilities varies by state. EPA policy at the settlement stage of negotiations, however,
is that an environmental liability is no different than any other type of liability. In general, an
individual who is married contributes to the payment of expenses or liabilities incurred by the
spouse. Hence, the total finances of an applicant and spouse must be viewed as available for a
penalty or contribution. (If you have additional questions about this position, contact Jonathan
Libber at libber.jonathan@epa.gov or 202-564-6102.)

Applicant reports income sources in addition to wages, salaries, interest, and dividends.

This flag indicates the presence of potentially complex income sources. It is often difficult
to estimate the actual cash flow (or losses) that these sources generate without the assistance of a
financial expert. Large losses, for example, from a partnership may reflect “paper” losses and not
real out-of-pocket cash losses to an applicant. If a significant portion of the applicant’s income,
whether positive or negative, comes from one of these sources, you should contact the EPA Helpline.

Financial Data Request Form income is more than 10% different from latest tax return.

This flag indicates a greater-than 10-percent difference between the income the applicant
listed on the Financial Data Requested Form and the income the applicant reported to the IRS. A
number of plausible reasons may exist to explain such a difference. The applicant’s tax return
reflects last year’s income, whereas current income may have changed since that time. Because the
model uses the applicant’s federal income tax forms in calculating the ability to pay, determining the
cause of this discrepancy is important, particularly if the applicant’s income has dropped since the
last tax return was filed. You should ask the applicant for more information if this flag appears.
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Interest- and dividend-bearing assets may be under-reported.

This flag indicates that interest and dividends are more than a specified percent of interest-
and dividend-bearing assets. (The default value is 10 percent, and can be modified on the optional
run inputs screen.) One possible explanation is that the applicant has under-reported the value of
such assets. You should ask the applicant for documentation of the market value of interest and
dividend-bearing assets and use this additional information as the basis for subsequent model runs.

Applicant reported mortgage deduction to IRS, but lists no home residential property.

This flag indicates that the applicant reported a mortgage deduction on the most recent tax
return, yet did not list an home residential property value on the Financial Data Request Form. You
should seek additional information from the applicant to resolve this inconsistency.

Market value of real estate holdings may be under-reported.

This flag indicates that real estate taxes are more than a specified percent of the combined
value of the primary residence, vacation real estate, and rental real estate. (The default value is 10
percent, and can be modified on the optional run inputs screen.) One possible explanation is that the
applicant has under-reported the value of such assets. You should ask the applicant for
documentation of the market value of real estate holdings and use this additional information as the
basis for subsequent model runs.

Applicant’s total income varies significantly from year to year.

This flag indicates that the income in at least one year is more than 20 percent different from
the average. Youshould first check your datainputs to make sure that you did not incorrectly enter
this data. If your data inputs are correct, consider altering the smoothing constant, which affects the
weights used in calculating the applicant’s average income. Change the smoothing constant only
if you think a different weighting scheme will provide a more accurate picture of the applicant’s
future earnings potential.

Applicant’s net worth is negative either prior to or after payment.
This flag indicates that the applicant claims higher liabilities than assets, either before or after

the payment (under either Test A or B). You should consult the EPA Helpline (888-ECONSPT) in
such a situation.
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Debt payments will exceed limit for percent of income if payment is made under Test A.

This flag indicates that an applicant has available cash flow, but committing that cash flow
to a payment would cause debt payment to exceed the maximum percent of income. (The default
value is 36 percent, and can be modified on the optional run inputs screen.) In such a situation, you
should probably use the affordable amount that Test B, Debt Capacity, indicates.

Living expenses will exceed income if payment is made under Test B.

This flag indicates that an applicant has available debt capacity, but committing that debt
capacity to a payment would cause living expenses to exceed income (i.e., negative cash flow). In
such a situation, you should probably use the affordable amount that Test A, Cash Flow, indicates.

Claimed debt payments appear excessive.

This flag indicates that the applicant’s claimed annual debt payments exceed 30 percent of
total liabilities. Ask the applicant for further documentation to ensure that this is the true financial
situation.

Applicant reports additional financial information:
Believes financial situation will change during the next year.
Currently selling or purchasing real estate.
Property held by other person/entity on applicant’s behalf.
Party in pending lawsuit (other than this enforcement action).
Belongings repossessed in last three years.
Applicant is a Trustee, Executor, or Administrator.
Participant or beneficiary of estate or profit-sharing plan.
Declared bankruptcy in last seven years.
Receives federal aid or public assistance.

The flags arise when the applicant checks off the appropriate box on the additional
information section of the Financial Data Request Form. Any of the above conditions may affect
the applicant’s future income. The applicant should have provided a written explanation of these
conditions. First, read this explanation. Next, if you believe the applicant’s financial condition may
change, contact the EPA Helpline, since additional model runs based on the applicant’s projected
financial status may be needed.

4-7 December 2001




DETAILED CALCULATIONS APPENDIX A

This technical appendix explains how the INDIPAY computer program assesses an
individual’s ability to pay for civil penalties or Superfund contributions. The explanations are
intended for financial analysts who wish to obtain a more complete understanding of how the model
performs its calculations. You did need to read Appendix A to use INDIPAY. If you ever have any
questions concerning INDIPAY’s calculations, contact the Helpline at 888-ECONSPT.

INDIPAY references a Microsoft Excel™ spreadsheet to perform all of its ability-to-pay
calculations, although you do not need Excel to run INDIPAY. The data you enter into the program
is automatically transferred to the spreadsheet. The spreadsheet performs the calculations and
returns the result to the program for output.

The spreadsheet is in your INDIPAY folder (on your C drive or wherever else you installed
INDIPAY), filename “INDI**** xls”. (The asterisks represent the most recent year for which EPA
has performed updates for the spreadsheet.) The easiest way to understand INDIPAY ’s calculations
is to open the file in Excel. This way you can look inside eachcell, and see exactly how the formula
is written. If you are ever having trouble determining the location of certain cell references in the
formulas, go under the Excel “Tools” menu and choose “Auditing.” Here you can trace Precedents
or Dependents, which will draw arrows to all the cells that a formula uses.

However, be sure not to alter the saved file, as this has the potential to corrupt your copy of
INDIPAY. If you plan to spend considerable time reviewing the spreadsheet, you might want to
copy the spreadsheet file to another folder using a different name (e.g., “INDItest.xls”). Also, do not
try to run INDIPAY with the spreadsheet open in Excel, as this will cause INDIPAY to crash.

Once you open the file, you will see that it has many sheets, but they mainly concern the
process of exchanging data with the computer program. The calculations that you will want to
review are located on the “print” page. No results will appear in the spreadsheet, since no data is
available to it. You may enter data in the “ph2tax” and “data” pages so that you can view actual
results.
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The first seven columns, A through G, cover INDIPAY ’s optional Phase 1 screen. Rows 21
through 35 summarize the Phase 1 data, aggregate the applicant’s and spouse’s (if applicable)
income, and compute the weighted-average annual income (using a fixed 0.3 smoothing constant).
Rows 7 through 9 then perform the income comparison. If the applicant’s income does not exceed
the county- and household-size-specific low-income threshold (which INDIPAY looks up on the
“co” page and then adjusts for household size), and if the applicant has no complex finances
(determined by the presence of certain income sources on the applicant’s tax returns), this will
trigger the message (in cell A3) that the applicant has no ability to pay. Otherwise, INDIPAY will
direct the user to perform a comprehensive Phase 2 ability-to-pay analysis.

The next four columns, H through K, cover Phase 2. The rows for Tests A and B draw
largely on preliminary calculations performed in the table for “Impact on Applicant’s Financial
Status.” These calculations, in turn, draw on data summarized in columns L through AK. Rows 26
through 47 control the “flags” for “Issues Affecting Applicant’s Ability to Pay.” These cells may
appear blank at first, but as you click incolumn H you will notice “IF” statements, which display text
if certain conditions are met.
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